
Life Forum
Update on implications of recent financial 

events on economic assumptions



Agenda

 Risk free rates 
 Credit spreads/liquidity premiums
 Correlations
 Negative inflation
 Zero interest rates
 Stress testing



Risk Free Rates

 Government bonds or swaps

 Role of credit default swaps

 Differences in Eurozone yields – which can be 
used?





Spread - 10 year bonds - Ireland/Germany
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Arguments

 Economic
– Who or what is really risk free?
– Issues with swaps
– Issues with CDSs

 Political
– Governments ever prohibit the use of their own 

bonds?
 And the answer is….



Credit spreads/Liquidity 
Premiums

 Significant work carried out by Bank of England
 Adopted by FSA
 Tends to conclude that liquidity premiums make 

up 50% to 70% of the spread over risk free
 FSA in recent “discussions” with companies in 

the UK
 Survey carried out by Watson Wyatt in the UK



Bank of England Paper



Correlations - Markets
Inflation-
protected 
Treasuries TIP

Inflation-
protected 
Treasuries US Bonds

Natural 
Resources 
(Oil)

Commoditi
es Index

US Real 
Estate

Internation
al Real 
Estate

Emerging 
Markets

Europe, 
Australasi
a, Far 
East

US Small 
Cap 
Stocks

US Large 
Cap 
Stocks

US Mid 
Cap 
Stocks

European 
Stocks

US Bonds AGG 0.41
Natural 
Resources 
(Oil) IGE -0.4 -0.22
Commoditi
es Index GSG -0.42 -0.2 0.71
US Real 
Estate VNQ -0.27 -0.24 0.71 0.41
Internation
al Real 
Estate RWX -0.29 -0.14 0.79 0.49 0.69
Emerging 
Markets EEM -0.34 -0.26 0.9 0.59 0.8 0.81
Europe, 
Australasi
a, Far 
East EFA -0.24 -0.16 0.85 0.47 0.81 0.87 0.9
US Small 
Cap 
Stocks VB -0.27 -0.23 0.83 0.5 0.92 0.8 0.89 0.89
US Large 
Cap 
Stocks VV -0.31 -0.25 0.88 0.54 0.88 0.84 0.93 0.93 0.96
US Mid 
Cap 
Stocks VO -0.3 -0.22 0.88 0.56 0.9 0.83 0.92 0.91 0.99 0.98
European 
Stocks VGK -0.24 -0.13 0.84 0.47 0.78 0.88 0.87 0.99 0.87 0.92 0.9
Pacific 
Rim 
Stocks VPL -0.27 -0.25 0.84 0.49 0.8 0.79 0.89 0.95 0.87 0.91 0.88 0.91
NASDAQ ^IXIC -0.34 -0.29 0.85 0.55 0.89 0.8 0.93 0.9 0.97 0.97 0.98 0.89 0.89



Correlations - Countries
United 
States

South 
Africa France Germany Spain Sweden

United 
Kingdom Australia Japan

South 
Korea Taiwan Brazil Chile Mexico Israel

South 
Africa 0.89
France 0.9 0.83
Germany 0.87 0.82 0.97
Spain 0.88 0.84 0.96 0.94
Sweden 0.87 0.77 0.94 0.92 0.91
United 
Kingdom 0.88 0.81 0.91 0.89 0.89 0.87
Australia 0.9 0.88 0.88 0.86 0.9 0.82 0.85
Japan 0.87 0.82 0.88 0.86 0.88 0.84 0.81 0.84
South 
Korea 0.79 0.76 0.72 0.71 0.74 0.66 0.69 0.77 0.75
Taiwan 0.81 0.83 0.79 0.76 0.82 0.71 0.72 0.83 0.76 0.88
Brazil 0.88 0.87 0.83 0.78 0.81 0.79 0.85 0.82 0.78 0.75 0.81
Chile 0.49 0.4 0.51 0.49 0.47 0.54 0.54 0.46 0.4 0.29 0.27 0.5
Mexico 0.87 0.78 0.82 0.78 0.78 0.78 0.81 0.75 0.76 0.72 0.72 0.85 0.46
Israel 0.77 0.69 0.76 0.7 0.71 0.74 0.67 0.73 0.69 0.6 0.72 0.73 0.46 0.69
Turkey 0.91 0.9 0.84 0.83 0.86 0.81 0.85 0.86 0.78 0.76 0.8 0.85 0.39 0.84 0.65



Correlations

 The diversification argument
 Leverage and cost of capital are great 

correlators
 Is there a reason why correlations should not be 

1 for stress tests?



Negative Inflation

 Exposing new issues
 CPI guarantees may have a floor of zero
 Assets may have no floor
 Source of latest recent investment bank losses
 Expense charges have to deflate?
 Outsourcing agreements with “locked in”

inflation? 



Zero interest rates

 Collect charges on cash/bond funds?

 VAs cost of guarantees/charges? 

 Negative interest rates? 



3 month USD T Bill
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Stress Tests

 More extremes on markets
 Greater “shocks”
 New scenarios

– Sovereign default
– Leave Euro
– Eurozone bail out


